INTHE UNITED STATESBANKRUPTCY COURT
FOR THE DISTRICT OF KANSAS

In Re:

INTEREX, INC., Case No. 00-10163
Chapter 11

Debtor.

INTEREX, INC., a/d/b XLR8

Plaintiff,
V. Adversary No. 00-5295
VIRTEX,

Defendant.
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MEMORANDUM AND ORDER

Thismatter isbefore the Court on Plantiff Interex’ sComplaint to Avoid Preferenceto Virtex (Doc.
1). The Court has reviewed the pleadings, stipulations and briefsinthis case and is now prepared to rule.
l. STATEMENT OF FACTS

The parties have stipulated to the following facts.

1. I nterex filed bankruptcy onJanuary 24, 2000. Interex wasin the businessof manufacturing
computer parts and operated from its principa place of business in Wichita, Kansas.

2. Virtex supplied component parts to Interex for use in its manufacturing process.

3. Interex and Virtex firg began doing business in November, 1999, within ninety days of
Interex filing for bankruptcy. Thefirgt shipment of component parts made by Virtex to Interex occurred

November 10, 1999.



4, Virtex placed Interex on a “credit hold” on December 15, 1999, at which time Interex
owed $20,245.69. Placing Interex on a“credit hold” meant that no further inventory would be shipped
by Virtex to Interex on credit terms without specia arrangements between the parties. On or about
December 15, 1999, Brad HeathwithVirtex talked withWes Inmanand Brent Bahner, who bothworked
inInterex’ saccounting department, about Interex’ scredit StuaionwithVirtex. The accounting department
wasincharge of paying accounts payable, maintaining cashflow and managing Interex’ sinventory. Inthat
conversation, Heeth advised Inman and Bahner that no further shipments of inventory would be made by
Virtex without payment by Interex of an amount that was past due at the time in the approximate amount
of $7,000.00. Inman and Bahner agreed to pay such amount so that shipments could continue.

5. Based onthe agreement by Interex to make a payment onthe past due invoices, additiona
inventory shipmentstotaing $20,276.65 were made by Virtexto | nterex between December 17, 1999 and
December 29, 1999. An Interex check for $6,499.94 dated December 22, 1999 was received by Virtex
on January 3, 2000, and negotiated that same day. This check was for payment by Interex of Virtex
invoice numbers 00002, 00003, 00004, 00005, V9900015 and a portion of V9900016, which were for
shipments made November 10, 1999, November 13, 1999, November 15, 1999, November 29, 1999
and November 30, 1999, respectively.

6. Virtex again placed Interex on a“credit hold” onJanuary 10, at which time Interex owed
atota of $34,022.40. On or about that date, Heath again talked with Inman and Bahner, advising them
that no further shipments would be made without payment of additiond past due invoices in the
approximate amount of $14,000.00. Interex agreedto remit such amount so that inventory shipmentscould

continue. Based on that agreement, Virtex shipped additional component parts totaling $14,070.00 on



January 11, 2000 . Interex check number 057918, dated January 20, 2000 for $16,961.75 was received
and negotiated by Virtex on January 20, 2000. This check was payment by Interex of Virtex invoice
numbers 00006, 00007, V9900009, V9900011, V9900012, V9900013, V9900014, V9900017,
V9900018, V9900026 and the remaining portion of V9900016, which were shipped on November 15,
1999, November 17, 1999, November 18, 1999, November 20, 1999, November 22, 1999, November
23, 1999, December 1, 1999, December 2, 1999, December 17, 1999 and November 30, 1999,
respectively.

7. All Virtexinvoices contained the following payment terms: “ 1.5%/10days, Net 30,” which
meant that a 1.5 percent discount would be applied for payments made within ten days of ddlivery, with
no discount between the 11" and 30" day of ddivery.

8. As of January 24, 2000, the date of filing, Interex till owed $31,130.65 to Virtex.

0. Although not part of the stipulated facts, the Court also finds that Interex was  insolvent
when both payments were made to Virtex. Interex was presumed to have been insolvent when the
paymentswere made because the paymentswere made duringthe 90 daysimmediady preceding thedate
of filingthe petition. See 11 U.S.C. § 547(f).! Virtex has presented no evidence or argument to rebut this
presumption.

Additiona facts will be discussed below, when necessary.

. ANALYSIS

Unless otherwise noted, al future statutory references are to the United States Bankruptcy
Code, 11 U.S.C. 8101 et seq.



Interex, asaChapter 11 debtor-in-possession, contendsthat the two payments of $6,499.94 and

$16,961.75 made to Virtex condtitute voidable preferentid transfers pursuant to § 547(b). Interex can

avoidthesetransfersto Virtex, subject to certain exceptions, upon showing that the transfers of itsproperty

were
)
)

3
(4)

Q)

to or for the benefit of a creditor;

for or on account of an antecedent debt owed by the debtor before such transfer was
made;

made while the debtor was insolvent;
made —
(A)  onorwithin 90 days before the date of thefiling of the petition; or

(B)  between ninety days and one year before the date of the filing of the petition, if
such creditor at the time of such transfer was an insder; and

that enables such creditor to receive more than such creditor would receive if —
(A)  thecasewere acase under chapter 7 of thistitle;
(B) thetransfer had not been made; and

(C)  such creditor received payment of such debt to the extent provided by the
provisons of thistitle.

11 U.S.C. §547(b). Thepolicy behind § 547(b) isto promote equdity of distribution among the creditors

by ensuringthat dl creditors of the same class receive the same pro rata share of the debtor’ s estate. See

In re Moses, 256 B.R. 641, 647 (10" Cir. B.A.P. 2000).

Interex bears the burden of proving that al the elements of a preference are present under 8

547(b). 11 U.S.C. § 547(g). Virtex impliedly sipulatesto Interex’s claim thet the transfers in question



meet dl the requirements of 8§ 547(b) by never contesting them. Ingtead, Virtex contends the transfers
cannot be avoided based on two exceptions to § 547(b) that are found in 8 547(c), and one additiond
aleged exception based on the policy behind the Bankruptcy Code. Virtex arguesfirst that the transfers
were contemporaneous exchanges for new vaue given, second, that the payments were made in the
ordinary course of busness, and third, that Virtex did not receive an improvement in position by receipt
of the funds. Once Interex has met its burden of establishing the existence of a preference, Virtex then
bears the burden of proof that the transfers are not voidable under § 547(c). See11 U.S.C. 8 547(g); In
re Qunset Sales, Inc., 220 B.R. 1005, 1018 (10" Cir. B.A.P. 1998).

A. Contempor aneous exchanges for new value under 11 U.S.C. 8§ 547(c)(1)

Virtex contends tha Interex cannot avoid the transfers because they condituted a
contemporaneous exchange for new vdue and are protected by 11 U.S.C. 8 547(c)(1). Inordertoprevall
under 8 547(c)(1), Virtex must prove that the transfer was (1) intended by both Interex and Virtex to be
a contemporaneous exchange for new vaue given to the Debtor, and (2), in fact a substantially
contemporaneous exchange. The purpose of the contemporaneous exchange exception isto encourage
creditorsto continue to deal withtroubled companieswithout fear that they will have to disgorge payments
received for vaue giveninthe event abankruptcy petition isfiled. See Collier on Bankruptcy, 8 547.04,
at 547-49 (15" ed. rev. 2002).

Conggent withthis purpose, 8 547(c)(1) provides that atransfer isnot a preferenceif the creditor
provides new vauein exchange for the debtor’ s contemporaneous transfer of property. In re Dorholt,
Inc., 224 F.3d 871, 873 (8" Cir. 2000). Other creditors are not adversdy affected by suchan exchange

because the debtor’ s estate has received new vaue. |d.



According to Virtex, the payments made by Interex for the past due invoices congtitute a
contemporaneous exchange for new vaue because Virtex agreed to ship new productsto I nterex on credit
if Interex pad itspast due invoices. The Court disagrees. The paymentsby Interex do not fal within either
the letter or the spirit of § 547(c)(1). Interex did not receive any additiona property in exchange for the
payments. The payments were used to pay prior debt and to make Virtex willing to sall new productsto
Interex on credit. The new products shipped by Virtex to Interex wereinexchange for new debt created
by the credit Virtex extended to Interex. Virtex may not have been willing to extend this new credit to
Interex without the payments, but the payments on the past due invoices were not made in exchange for
the new products.

This preciseissue was addressed by the Ninth Circuit Court of Appeds inlnre Wadsworth Bldg.
Components, Inc., 711 F.2d 122 (9" Cir. 1983). In Wadsworth, the debtor paid for goods by check
in December 1979. After the check was dishonored because of inauffident funds, the creditor refused to
fill additiona Wadsworth orders until the check was paid. After being assured by Wadsworth that the
check would be paid, the creditor shipped goods and materids to Wadsworth on credit amonthlater. The
check was redeposited and honored by Wadsworth’ sbank onFebruary 14, 1980. Wadsworth never paid
for the goods ddivered in January and filed bankruptcy in April 1980. In rejecting the application of §
547(c)(1), the court hdd, “Here, the stipulation of facts states that the debtor was required to pay past
debtsbeforeit would receive further credit. VVaue wasgivenonly for afuturepromiseto pay. Thecheck,
therefore, isnot exempt fromtrestment asapreference by §[547](c)(1).” Id. at 124 (emphadsinorigind).
Seealso, Collier on Bankruptcy, 8 547.04[1][a], at 547-50 (dating “avendor who conditions continued

deliveries to the buyer on the buyer’s payment of old invoices will not be protected by section 547(c)(1)



from attack by the buyer’s trustee, even though the buyer’s payment to the vendor and the vendor’'s
transfer of property to the buyer occurred contemporaneoudy.”); Barnhill v. Johnson, 503U.S. 393, 400
(1992) (halding that a transfer is deemed to occur when check honored by drawee bank, not date of
ddivery).

The payments made by Interex for the past due invoices do not congtitute a contemporaneous
exchange for new vaue. In fact, the second payment exceeded the new shipments by nearly $3,000,
further demondtrating the trandferswere not intended to be, nor were they, tied to specific new advances.
See Inre Arrow Air, Inc., 940 F.2d 1463 (11" Cir. 1991) (stating that the creditor had the burden of
proving that for each payment it received during the preference period, it extended a specific amount of
additional credit to the debtor in a contemporaneous exchange). Therefore, Virtex’ sattempt to rely on 8
547(c)(1) to prevent Interex from avoiding thistransfer is rgected by the Court.

B. Payments madein the ordinary course of businessunder 11 U.S.C. 8 547(c)(2)

Virtex next argues that the payments were made in the ordinary course of business and are,
therefore, not voidable pursuant to 8 547(c)(2). Under that subsection, thetrustee may not avoid atransfer
to the extent that such transfer was—

(A)  inpayment of adebt incurred by the debtor inthe ordinary course of business or financia
affairs of the debtor and the transferee;

(B)  made in the ordinary course of business or financid affairs of the debtor and transferee;
and

(C)) made according to ordinary busnessterms.



11 U.S.C. 8 547(c)(2). Virtex, astherecipient of payments within the preference period, has the burden
of proving, by a preponderance of the evidence, that the payments fal within 8 547(c)(2). Inre Tulsa
Litho Co., 229 B.R. 806, 809 (10" Cir. B.A.P. 1999).

Courts congder four primary factors to determine if paymentsare ordinary betweenthe partiesas
required under the subjective test set forthin 8 547(c)(2)(B): (1) the length of time the parties were
engaged inthe transactionat issue; (2) whether the amount or formof tender differed frompast practices;
(3) whether the debtor or creditor engaged in any unusud collection or payment activity; and (4) the
circumstances under whichthe payment wasmade. Inre Qunset Sales, Inc., 220 B.R. at 1021-22 (10"
Cir. B.A.P. 1998). Thesefactors aretypicaly considered by comparing pre-preference period transfers
with preference period transfers.  1d. at 1022.

Inthe abbsence of any pre-preference period transactions, whichisthe Stuationinthis case, courts
typicaly look to seeif the debtor complied withthe payment terms of its contract. |d. Latepaymentsare
typicdly not“ordinary,” unlessthe creditor establishesthat a pattern of late paymentswasordinary between
the parties. 1d. A defense under 8§ 547(c)(2) should be narrowly construed. Id. at 1020.

Uponreviewing the four factors set out by the Tenth Circuit B.A.P. inInre Sunset Sales, Inc., the
Court finds that Virtex has failled to meet its burden to prove that the paymentsin questionwere ordinary
payments betweenthe parties, asrequired by 8 547(c)(2)(B). Interex did not pay according to the terms
the parties had agreed upon (that payments made within 10 days would receive a 1.5% discount with the
balance due within 30 days). Virtex had to resort to placing Interex on a credit hold and refusing to ship
any further products to Interex until the past due invoices were paid. Interex did not make payments on

individud invoices, and on one occasion even split the payment of an invoice between two separate large



lump sum payments. The steps taken by Virtex to secure payment of the past due invoices, together with
the circumstances surrounding the  payments, show that these payments were not made according to
the contract terms.

Virtex is dso required to show that the payments were made under “ordinary business terms,”
pursuant to 8 547(c)(2)(C). Ininterpreting the objective test under this subsection, the Tenth Circuit has
held that “ ordinary businessterms’ are terms used in “*norma financing relations :  the kinds of terms that
creditors and debtors use in ordinary circumstances, when debtors are hedthy.” Clark v. Balcor Real
Estate Fin., Inc. (In re Meridith Hoffman Partners), 12 F.3d 1549, 1553 (10" Cir. 1993).

The Court finds that Virtex has failled to meet its burden to prove that the payments were made
according to ordinary busnessterms. Virtex hasprovided no evidenceto prove that thistype of payment
isordinary inthe industry, or evencommon when it deals with its other customers. The facts stipulated to
by the parties essentialy ignore this objective test. Interex’ spaymentsto Virtex were only made because
Virtex put Interex on a credit hold and refused to ship any further products. Interex in turn made large,
lump sum paymentsto Virtex to pay off past due invoices so it could continue to purchase products. In
absence of any evidenceto the contrary, the Court findsthat mekinglarge, lump sum paymentson past due
invoices under these circumstances is not “the kind of terms that creditors and debtors use in ordinary
circumstances, when debtors are hedthy.”

Virtex has provided no evidence to establishwhat industry standards exist to whichthese transfers
dlegedly conform. Virtex hasfalled to prove that the payments madein this case were common within the
industry and has, therefore, failed to meet its burden to prove that the payments were made according to

ordinary busness terms. See In re Sunset Sales, Inc., 220 B.R. at 1021 (affirming bankruptcy court’s



finding that creditor had failed to meet itsburdento prove applicationof 8 547(c)(2) because creditor had
faled to offer any evidence that the payments were made within the norms of the relevant industries
involved in the case).

Because Virtex hasfaled to prove that the payments made by Interex occurred withinthe ordinary
course of business, under both the subjective test required by 8 547(c)(2)(B) and the objective test
required by 8§ 547(c)(2)(C), the Court finds that 8 547(c)(2) does not save these payments from being
voidable transfers.

C. Whether Virtex had any improvement in position

The find argument made by Virtex in its brief, which argument was made without citation to
authority, isthat the transfers should not be avoided because its net financid position was not ultimatdy
improved by the payments made by Interex. Virtex relies exclusvely on a generd satement thet “[t]he
policy of the Bankruptcy Code isto encourage creditorsto not precipitate adebtor’ sdecline” The Court
agrees, in general, with that proposition and notes that is the policy behind 8 547(c). Interex, however,
notes that if Virtex, by thisargument, is attempting to rely on § 547(c)(4), it has waived that argument by
failing to cite to that subsection or to include the dements for that subsection in the Pretrial Order (Doc.
No. 14).2 ThisCourt agrees, and findsthat if Virtex isnow attempting to rely on § 547(c)(4), it haswaived

itsright todo so. If Virtex isnot relying on 8 547(c)(4) to make this argument, the Court findsthat genera

The Court notes that Virtex specificaly cited to, and set forth the elements of , subsections
547(c)(1) and (2) in the Pretrid Order, while omitting the same information regarding a 8 547(c)(4)
defense. See § 7.2 of Pretrid Order.

10



policy consderations behind the Bankruptcy Code are not a suffident basis to create additional exceptions
to the voidability of preferentid transfers.
V. CONCLUSION

The Court finds that the Debtor’s Complaint to Avoid Preference to Virtex should be granted.
Virtex does not contest that the payments made by Interex meet the requirements of a preferentid transfer
under 8 547(b). Virtex'srdiance on § 547(c)(1) to excuse the preferentia transfersis not valid because
the transactions did not involve a contemporaneous exchange for new vaue. Similarly, Virtex'sreliance
on 8 547(c)(2) is without merit because Virtex failed to prove that the payments made by Interex were
madeinthe ordinary course of businessand according to ordinary businessterms. Findly, for thereasons
noted above, the Court rgjects Virtex’ s argument that the transfers should not be avoided because Virtex
did not improve its position by virtue of its receipt of the tranfers.

IT 1S, THEREFORE, BY THIS COURT ORDERED that judgment on the Debtor's
Complaint to Avoid Preference to Virtex (Doc. 1) shdl be entered in favor of the Debtor.

ITISFURTHER ORDERED that the transfer by the Debtor to Virtexinamount of $6,499.94
on December 22, 1999 and the transfer in the amount of $16,961.75 on January 20, 2000, are hereby
avoided pursuant to 11 U.S.C. § 547(b).

IT ISFURTHER ORDERED tha judgment is entered infavor of Interex and againg Virtexin
the amount of $23,461.69, together with the Debtor’ s costs of this action.

ThisMemorandum shdl condtitute findings of fact and conclusons of law under Rule 7052 of the

Federal Rules of Bankruptcy Procedure and Rule 52(a) of the Federd Rules of Civil Procedure. A

11



judgment based on this ruling will be entered on a separate document as required by Rule 9021 of the
Federd Rules of Bankruptcy Procedure and Rule 58 of the Federa Rules of Civil Procedure.

IT 1S SO ORDERED this 16" day of April, 2003.

Janice Miller Karlin
United States Bankruptcy Judge

12



CERTIFICATE OF SERVICE

The undersigned certifies that copies of the attached Memorandum Decision and Order was
deposited in the United States mail, postage prepaid on this day of April, 2003, to the following:

Eric D. Bruce

Bruce, Bruce & Holt, L.L.C.
439 North McLean-Ste. 100
P. O. Box 75037

Wichita, KS 67275

Edward J. Nazar

Redmond & Nazar, L.L.P.
900 Olive W. Garvey Bldg.
200 West Douglas
Wichita, KS 67202-3089

U.S. Trustee

Suite 500

501 N. Man

Wichita, Kansas 67202

DEBRA C. GOODRICH

Judicia Assgtant to:

THE HONORABLE JANICE MILLER KARLIN
BANKRUPTCY JUDGE
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